O

ERIC

Aruitoxt provided by Eic:

£
o

DOCUMENT RESUME

ED 450 620 HE 033 792

TITLE Understanding College & University Endowments. Brief Answers
to Questions Frequentiy aAsked by Students, Faculty, Alumni,
Trustees, Journalists, Public Officials, and Others
Interested in the Financial Circumstances of American

Colleges and Universities.

INSTITUTION American Council on Education, Washington, DC.
PUB DATE 2000-00-00
NOTE 19p.; "This report has been produced with a generous grant

from TIAA-CREF."

AVAILABLE FROM American Council on Education, Publications AD, Department
36, Washington, DC 20055-0036. Tel: 301-604-9073; Fax:
301-604-0158; Web site: www.acenet.edu.

PUB TYPE Reports - Descriptive (141)
EDRS PRICE MF01/PCO1 Plus Postage.
DESCRIPTORS *Donors; *Educational Finance; *Endowment Funds; *Higher

Education; *Investment; *School Funds

ABSTRACT

' An endowment in an aggregation of assets invested by a
college or university to support its educational mission in perpetuity. The
endowment allows donors to transfer their private dollars to public purposes
with the assurance that their gifts will serve these purposes as long as the
institution continues to exist. This brochure contains frequently asked
questicns and answers about endowments. .The sections describe: (1) what an
endowment is; (2) who has endowments and in what amounts; (3) how an
endowment is created; (4) how institutions with endowments balance the
present and the future; (5) how endowments are invested; (6) how endowments
are managed; {(7) how endowments are used; (8) questions and answers; and (9)
an endowment fact sheet. (SLD)

Reproductions supplied by EDRS are the best that can be made
from the original document.




ED 450 620

-

Ha%?@am-,

<
I

PERMISSION TO REPRODUCE AND
DISSEMINATE THIS MATERIAL HAS
-BEEN GRANTED BY

. bresler

TO THE EDUCATIONAL RESOURCES
INFORMATION CENTER (ERIC)

RIC -

‘% et roiedy emc .

Bnef answers to questlons frequently .
*_asked by students faculty, aIumnl :

Vtrustees Journallsts publlc off|C|als

and others |nterested |n the flnanC|al

cnrcumstances of Amerlcan colleges R

‘ ande un|ve,rs|t|es.-

U.S. DEPARTMENT OF EDUCATION
Office of Educational Research and Improvement

EDUCATIONAL RESOURCES INFORMATION
CENTER (ERIC)
®@This docurnent has been reproduced as
. f received from the person or organization
N . ) originating it.
' ) ’ O Minor changes have been made to
improve reproduction quality.

Points of view or opinions stated in this
] . - document do not necessarily represent
e . L official OERI position cor policy.

' Americah Council on Education-



Table of Contents .

Whai is an endowment? 1
‘Who has endowments and in what amounts? 2

How is an endowment created? 3

How do institutions with endowments
balance the present and the future? 4.

_.How are‘endoigvmehts invested? 7
How aré endoWrﬁents .manéged?__ . 7 _
How are endc;wrﬁents used? 8 .
Ouesﬁons and Anngré 10

. Endowment Fact Sheet. 12




Understanding

College
Unversi
Endowments

Brief answers to questions frequently
asked by students, faculty, alumni,
trustees, journalists, public officials,
and others interested in the financial
circumstances of American colleges

and universities.

American Council on Education

ERIC 4




Copyright © 2000

American Council on Education
One Dupont Circle NW
Washington, DC 20036-1193

Readers are welcome to reproduce and disseminate
this document as needed.

Additional copies of this publication may be obtained from
the American Council on Education at (301) 604-9073 or
by FAX at (301) 604-0158.

o
ERIC

Aruitoxt provided by Eic:



What ic an endowment?

An endowment is an aggregation of assets invested by a college or
university to support its educational mission in perpetuity. An endow-
ment allows donors to transfer their private dollars to public purposes
with the assurance that their gifts will serve these purposes for aslong
as the institution continues to exist.
An endowment represents a compact between a donor and an
institution. It links past, current, and future generations. It allows an
institution to make commitments far into the future, knowing that
resources to meet those commitments will continue to be available.
Endowments serve institutions and the public by: An endowment...links

* Providing stability. College and university revenues fluctuate past, current, and
over time with changes in enrollment (tuition), donor interest
(gifts), and public (largely state and federal) support. Although
endowment earnings also vary with changes in financial markets
and investment strategies, most schools follow guidelines to make commitments
(“spending rates”) that are intended to produce a relatively
stable stream of income. Since principal is not spent, endowments
generate earnings year after year. This kind of stability is espe- knowing that resources
cially important for activities that cannot readily be started and
stopped, or for which fluctuating levels of support could be costly
or debilitating. Endowments frequently support faculty positions,
innovative academic programs, libraries, and student aid. to be available.

future generations.

It allows an institution

far into the future,

to meet those commit-

ments will continue

Leveraging other sources of revenue. In recent years, as
institutions have dramatically increased their own student aid
expenditures, endowments have allowed institutions to respond
more fully than they could have without these resources. Itis

not surprising that the colleges and universities with the largest
endowments are also the ones most likely to offer need-blind
admission (admitting students without regard to financial cir-
cumstances and then providing enough financial aid to enable
those admitted to attend). An endowment also allows a college or
university to provide a higher level of quality or service at a lower
price than would otherwise be possible. Without endowments

or other private gifts, institutions would have to cut back on
their programs, raise their prices to students, or obtain additional
public funding to maintain current programs at current prices.
Colleges and universities use other revenue sources beyond
tuition to provide students with more than they pay for; students

r
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atinstitutions that have endowments benefit to an even greater
extent than students at comparable institutions that do not have
endowments.

Encouraging innovation and flexibility. An endowment en-
ables faculty and students to conduct innovative research, explore
new academic fields, apply new technologies, and develop new
teaching methods even if funding is not readily available from
other sources. Such innovation and flexibility can lead to entirely
new programs and to important discoveries in science, medicine,
education, and other fields.

Allowing alonger time horizon. Unlike gifts expended upon
receipt, an endowed gift keeps giving over time. Endowed institu-
tions can plan strategically to use areliable stream of earnings to
strengthen and enhance the quality of their programs, even if
many years will be required to achieve some of their goals. By
making endowed gifts, alumni and others take responsibility for
ensuring the long-term well-being of colleges and universities;
their gifts enable future generations of students to benefit from a
higher quality of education and allow these institutions to make
even greater contributions to the public good.

Who has endowments and in what amounts?

Although the concept of endowment originated in England in the
15th and 16th centuries, the development of endowments for institu-
tions of higher education is a decidedly American phenomenon. For
more than 300 years, endowments have supported American colleges
and universities. Many other kinds of institutions in this country also
maintain endowments, including churches, hospitals, museums,
private secondary schools, and performing arts groups.

While public attention focuses primarily on the relatively small
number of colleges and universities with large endowments, most
colleges and universities have only modest endowments or none at
all. Although some public universities’ endowments rank among the
largest, most public institutions have no, or only nominal, endow-
ments (although they may receive significant state subsidies, which
typically are not available to private colleges and universities). Two-
thirds of private institutions have endowments of less than $5 million.
The median endowment at private colleges and universities is roughly
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16 million, which at a typical spending rate of about 5 percent

would support an annual expenditure of only about $500,000. Of the
nation’s 3,706 colleges and universities, only 368—or 10 percent—
have endowments over $50 million. Of the 34 institutions with endow-
ments exceeding $1 billion, 26 are private and eight are public (Texas,
California, Texas A&M, Michigan, Virginia, Minnesota, Purdue, and
Ohio State). Of the 100 largest endowments, roughly a third are at
public institutions.

Whatever its size, an endowment can provide critical support
for current programs and the promise of consistent support into the
future. But even the largest endowments can only supplement—not
replace—annual funding from tuition, non-endowment gifts, federal
grants, and, especially in the case of public institutions, state appro-
priations. Most institutions can cover only very modest fractions of
their annual budgets with earnings from their endowments, and
much of this spending is restricted to specific programs, depart-
ments, or schools for which particular endowed funds have been
designated. Endowments are frequently described as if they were
a single fund when, in fact, they are an aggregation of funds, each
with its own stipulations about the purposes for which it can be used.
Especially at institutions with graduate and professional schools, the
aggregate size of the institution’s endowment may be misleading be-
cause much of the endowment income may not be available to support
undergraduate programs. At Duke University, for example, less than
a third of its endowment is available to support Duke’s two under-
graduate colleges, while the rest of its endowment is restricted to
its other schools and programs, including its medical center and
hospital.

How is an enddwment created?

An endowment typically includes funds given to an institution by do-
nors who have stipulated, as a condition of the gift, that its principal
may not be spent and who expect that its value will increase over time
through aresponsible balance between expenditure and reinvestment
of its earnings. In many cases, the donor restricts the income to one
or several purposes; if so, the institution must spend the income for
those purposes. In other cases, the institution is given discretion to
select the educational purposes to be served, but it is still restricted
to spending only the income.

QO rstanding College and University Endowments
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There are occasions when colleges and universities receive
gifts from donors who permit the spending of principal, but the
institution’s governing board decides for reasons of prudence and
stability to treat the gift as an endowment. These may be referred to
as “funds functioning as endowment.” Institutions typically use these
funds to meetlong-term obligations that require increasing levels of
support year after year (such as professorships or scholarships).

For example, a donor may contribute $1 million to supporta
university’s history department, but with no further stipulation as to
how the money is to be spent. The university could decide to spend
all $1 million the following year to augment faculty salaries, support
graduate students, conduct research, add library books, or perhaps
make physical repairs to offices or classrooms. Each of these expendi-
tures would address important needs. But at the end of that year there
would be no funds remaining to sustain these spending levels or to
help meet the many continuing needs of the department.

Alternatively, the university could invest the $1 million so that its
value would be preserved over time and its earnings year after year, in
good times and bad, would be available to the department to meet its
continuing commitments. At most colleges and universities, this in-
vestment would generate about $50,000 of spendable income each
year (increasing annually at roughly the rate of inflation)-enough to
help support one professor, two graduate students, or some of the
costs of library materials and research.

If the university chooses to invest the gift, it will be “functioning
as endowment.” Among all higher education institutions, 61 percent
of invested funds are reported as endowment and 39 percent are clas-
sified as funds functioning as endowment. While institutions retain
some flexibility to redesignate funds that they have elected to use as
endowment, they are legally obligated to adhere to the terms of gifts
that have been contributed as endowment.

How do institutions with endowments balance the present
and the future?

Endowments originated to establish a pact between generations:

a promise from past and current donors to future students and faculty
that the institution will sustain certain commitments over time, even
in the face of rising costs. There is always a temptation to increase
current spending to meet the very real needs of today’s students and
faculty. But this generation could not be supported at today’s level

9
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tain the purchasing power of their endowments. Similarly, future
generations depend on the current one to balance the claims of the
future against the claims of the present.

As fiduciaries, trustees have a legal and moral obligation to do-
nors, many long since deceased, who intended that their gifts would
support not just one generation, but succeeding generations indefi-
nitely. Many states have statutes, such as the Uniform Management
of Institutional Funds Acts, that specifically require trustees to con-
sider both the “long and short term needs of the institution” and its
“present and anticipated financial requirements.”

To keep pace with the rising costs of education, research, and
campus life, trustees must reinvest some of each year’s earnings and
add new gifts as well. Thirty years ago, a donor wishing to endow a
professorship at a major university could have done so with a gift of
about $700,000. That amount of principal in 1968 would have gen-
erated more than enough income to pay the salary of a distinguished
professor. But if all of the income generated over the years by that
principal had been spent, leaving only the original $700,000, its
earnings now would not come close to supporting a professor’s sal-
ary. To sustain the purchasing power of the endowment-so that a
fund supporting a faculty position today will still be able to support
a faculty position 20, 30, or even 50 years from now—institutions
must divide each year’s earnings between dollars that are spent
immediately and dollars that are added to principal to preserve its
value for the future. '

Many colleges and universities have established spending rates
under which they spend endowment earnings each year equal to
about 5 percent of the value of their endowment. If the institution
achieves a total return of 9 to 10 percent (which for most of the past
century would have been reasonably ambitious), it can reinvest the
4 to 5 percent it does not spend to cover inflationary increases in
costs. Because of the labor-intensive nature of the educational pro-
cess, the increasing costs of laboratories, libraries, and new tech-
nologies, and the growing demand for institutional sources of
student aid, college and university costs can be expected to rise
faster than the Consumer Price Index (CPI) by at least a percentage
point or two. At current CPI levels, a 4 to 5 percentincrease in the

value of the endowment each year through reinvestment should keep

pace with increases in the institution’s costs, although this level of
reinvestment may not be sufficient for the endowment to support

© " rstanding College and University Endowments
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institutions.

new initiatives or substantial improvements in quality without the
addition of new gifts.

In the exceptionally strong financial markets of recent years,
many endowments have achieved returns much higher than 9 to 10
percent. While this has led some institutions to adopt spending rates
higher than 5 percent, others have chosen an alternative strategy of
making periodic upward adjustments in the amounts spent without
changing their basic policies. This strategy allows institutions to apply
some of the unusually high earnings of recent years to current needs
while recognizing that recent rates of return are not likely to continue
indefinitely. In other words, today’s students and faculty have ben-
efited from higher spending levels than otherwise would have been
the case, but some of the strong earnings of recent years have been
held in reserve for future years when the financial markets may pro-
vide returns, as they have in the past, of less—perhaps even far less—
than the traditional 9 to 10 percent target. In the year ending June 30,
1999, the average return for all college and university endowments
was 11 percent. The ten-year average, from 1990 through 1999, was
12.9 percent, and while some years were significantly higher, the aver-
age returns were only 7.4 percent in 1991 and 3.0 percentin 1994.
Every year, while some endowments significantly outperform the
averages, others lag behind or may even lose value depending on their
particular investments.

Just as families need reserves to protect against unexpected
expenses, so do institutions. They need reserves against future eco-
nomic downturns or declines in enrollment, donations, or govern-
ment support, and to pay unanticipated costs, such as repairs or
renovations to comply with new safety standards or to recover from
natural disasters, such as floods or earthquakes. Funds functioning as
endowment and other capital funds permit an institution to cover its
deficits and pay its bills without having to take hasty actions that
might seriously damage its quality or its financial capacity. When in-
stitutions do have to spend principal, they reduce the size of their
reserve and the future income that their investments will be able to
generate. This, in turn, reduces the stream of steady, reliable income
that will be available to make future commitments and enhance the
quality of their programs. The challenge is to find an appropriate
balance: not being so cautious that important current needs are not
met, but being cautious enough so that the institution is prepared
to weather serious reversals in the national economy or such unanti-

11
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took colleges and universities by surprise—along with the rest of the
country—in the 1970s.

How are endowments invested?

Before the 20th century, real estate was a primary endowment asset
for educational institutions. Today’s endowments are invested most
heavily in domestic stocks, bonds, and other liquid assets. One of the
most important responsibilities of trustees is to oversee the manage-
ment and allocation of the institution’s assets. Trustees are legally
obligated to be prudent in their investment management, but they
also should make every effort to achieve as substantial a return as
prudence will allow. As the investment world has become more sophis-
ticated in recent years, such nontraditional investments as commer-
cial real estate, venture capital, foreign securities, and other kinds of
funds have received increased attention. A 1999 study by the National
Association of College and University Business Officers (NACUBO)
found that whereas the average institution had invested 95.3 percent
ofits endowment in marketable securities in 1990, by 1999 this per-
centage had declined to 86.5 percent, with 7.2 percent in nonmarket-
able securities (including venture capital, buyouts, and oil and gas),
4.1 percent in noncampus real estate, 0.5 percent in campus real
estate, and 1.8 percent in other investments.

For educational and many other charitable institutions, most
endowment investments yield earnings that are exempt from taxation.
This exemption dates back to the earliest days of the income tax in
this country and recognizes the public purposes that are served by
these institutions. Because of this exemption, donors know that insti-
tutions will be able to use all of the earnings on their gifts to support
the purposes the donors wish to serve. The tax exemption on endow-
ment earnings is an important way in which society contributes to the
support of American higher education.

How are endowments managed?

Each institution adopts its own strategies and rules to maximize

its endowment’s capacity to support both current spending and future
needs. Some institutions manage their endowments with their own
staff; others rely on their trustees; others contract with professional

O Twstanding College and-University Endowments 1 2

ERIC

Aruitoxt provided by Eic:

Each institution adopts
its own strategies and
rules to maximize
its endowment’s
capacity to support
both current spending

and future needs.



For private—and

public—colleges
and universities,
endowments provide

stability, flexibility,

Aruitoxt provided by Eic:

increasingly for

and a degree of
confidence for

the future.

managers; and others use a combination of approaches. Some institu-
tions seek to maximize income, while others focus on total return
(defined as income plus capital appreciation).

Many adopt formal spending rules that seek: (1) to ensure a grow-
ing stream of revenues from the endowment to support each year’s
expenditures; (2) to ensure sufficient reinvestment so that the value
of the endowment is maintained relative to rising costs over time; and
(3) to permit greater predictability in budgeting by smoothing out
year-by-year fluctuations in earnings. To meet this third objective, an
institution might call for spending a somewhat smaller fraction of
earnings during favorable periods so that somewhat larger fractions
can be spent during leaner times. This strategy is preferable to ex-
panding the institution’s budget in response to higher returns, only
to have to make substantial spending cuts in a later year to accommo-
date a more typical-or an unusually low-level of income.

Spending rules are the planning mechanism through which insti-
tutions seek to deliver a maximum quantity and quality of educational
services today without eroding their capacity to support equivalent
educational services in the future.

How are endowments used?

For private—and increasingly for public-colleges and universities,
endowments provide stability, flexibility, and a degree of confidence
for the future. They enable institutions to aim higher and to achieve
their educational and charitable purposes more effectively. These
benefits—to the institutions and to those they serve—justify the effort
necessary to build and maintain endowments.

For students and their families, and for society generally, endow-
ments allow institutions to deliver greater value, and attain a higher
level of quality, than would otherwise be possible in their teaching
and research. The reliable long-term support from an endowment
enables institutions to make commitments to senior faculty, increase
student aid, initiate pioneering research, develop stronger teaching
programs, invest in new technologies, and maintain their libraries,
laboratories, and other physical assets. Even in difficult financial
times, an endowment can sustain an institution’s teaching and
research and allow it to provide essential support to its faculty and
students.

13
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planning with confidence that they will have the resources necessary
to complete their most important projects. Institutions need long
time horizons to make capital improvements, build strengths in
emerging academic fields, and adapt to the changing needs and
interests of their students and the broader society.

Finally, endowments stimulate contributions from donors who
want to be sure that their gifts will benefit an institution’s educational
purposes in perpetuity. This characteristically American charitable
impulse to commit private dollars to the unceasing support of valued
public purposes continues to create and strengthen endowments for
the benefit of this and future generations.

14
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Questions & Answers

* Why do institutions with large endowments keep increasing tuition?

Institutions with endowments use them, along with other resources, to offer programs of
greater quality than either the endowed funds or the institution’s other resources could sup-
port by themselves. In many cases, donors explicitly direct their gifts toward expenditures that
expand or enhance the institution’s programs and may even make the institution more expen-
sive to operate. It is not uncommon for a donor to pay for the construction of a building but not
its maintenance or operation, or to seek assurance that the institution will not substitute en-
dowment dollars for other funds. Even at the best-endowed institutions, endowment income
represents only a small fraction of the overall operating budget. Tuition plays an important
role in meeting other costs. At the same time, endowments help institutions provide financial
aid to students who cannot afford full tuition. If institutions spent additional endowment earn-
ings or principal rather than increasing tuition (thereby depleting the purchasing power of

the endowment over time), tuition would have to rise more sharply in the future as endowment
earnings declined, and there would be less funding available for financial aid.

* Why do institutions conduct campaigns to increase endowment rather than
raise funds for immediate needs, such as student aid or building renovations?

Most institutions do both. They raise annual funds to help meet immediate needs, but they also
raise endowment to help meet these kinds of needs—and other needs—in the future. Endowed
institutions meet the needs of today with earnings from endowed funds they were given in the
past, and the endowed funds they raise now will help ensure that they can continue to educate
students and support faculty research even when government budgets are tight or economic
downturns reduce annual voluntary contributions.

15
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* Why should a donor give to a college or university with alarge endowment,
as opposed to a charity in greater need of funds?

Most colleges and universities hope that donors will do both. These institutions typically
encourage students—and in some cases alumni and others—to participate in community ser-
vice. But with the costs of high-quality education and research growing rapidly as colleges and
universities pursue the very best faculty, adopt new technologies, and try to keep pace with the
expansion of knowledge, these institutions also need additional resources if they are to serve
their public purposes effectively and remain world leaders in their fields. As centers of learn-
ing, these institutions preserve the experience and wisdom of the past while also shaping the
future by expanding human understanding and preparing the leaders of each generation.

* Why shouldn’t colleges and universities be required to spend a minimum
amount from their endowments each year, much as foundations are required
to meet minimum payout standards?

Foundations and universities are very different kinds of institutions. In the case of a founda-
tion, the public has an interest in ensuring that, in return for the tax advantages granted to the
donor, the foundation is adequately serving its charitable purposes, and the most effective way
to ensure this may be through a minimum payout requirement. By contrast, funds donated to
college and university endowments are given for the express purpose of supporting designated
educational or scholarly activities over a long period of time. There are many constituencies
that play arole in ensuring that these dollars are spent for their intended purposes, including
students, faculty, alumni, local residents, and government agencies. If anything, the pressures
on colleges and universities push in the direction of spending more of the endowment’s earn-
ings on current purposes, to the potential detriment of sustaining the purchasing power of the
endowment for a future when the costs of high-quality education and research are likely to be
even greater than they are now.
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Endowment Fact Sheet

Size
* Most public colleges and universities have no endowments or only nominal amounts.
¢ Two-thirds of private institutions have endowments of less than $5 million.

¢ The median endowment at private colleges and universities is roughly $10 million, which
ata typical spending rate would support an annual expenditure of only about $500,000.

¢ Of the nation’s 3,706 colleges and universities, only 368—about 10 percent—have endowments
over $50 million.

* Ofthe 34 institutions with endowments exceeding $1 billion, 26 are private and eight are public.
Of the 100 largest endowments, roughly one-third are at public universities.

* In addition to colleges and universities, other institutions with endowments include churches,
hospitals, museums, private secondary schools, and performing arts groups.

Composition
* An endowment typically includes many different funds.

* Some funds are given with the stipulation that principal shall never be spent. In many of these
cases, the donor restricts the income to one or several purposes, programs, or departments.
Especially at research universities, a significant fraction of the endowment may not be available
to support undergraduate programs.

* In other cases, the institution can select the educational purposes the gift will serve, butit can
still only spend income.

* Sometimes donors permit the spending of principal, but the institution decides to treat the gift
as endowment so it can continue to yield income in support of long-term obligations. These are
called “funds functioning as endowment.”

* Among all higher education institutions, 61 percent of invested funds are reported as endowment
and 39 percent as funds functioning as endowment.

Understanding College and University Endowments




Spending Rules

* Ifan institution believes that its costs are likely to increase, on average, by 5 percent ayear
(inflation plus new programs) and expects its endowment to grow, on average, by 10 percent a
year (dividends plus appreciation), it may establish a rule under which it reinvests 5 percent of
the value of the endowment each year to keep pace with rising costs and spends the rest of what
it earns (the other 5 percent) to help meet current needs.

* Different assumptions about the long-term rates of increase in costs or in the value of the endow-
ment might yield a different rule.

* In periods with consistently strong financial markets, institutions may go beyond their rules and
make additional upward adjustments in their spending of endowment income, while also creating
additional reserves for those years when markets fall short of their long-term targets.

¢ Over the decade of the 1990s, the average return for college and university endowments was
12.9 percent; in 1994, the average return was as low as 3.0 percent.

Benefits to Society

* Endowments allow institutions to deliver greater value and attain higher levels of quality than
would otherwise be possible.

* Reliable long-term support from an endowment enables institutions to make commitments
to senior faculty, increase student aid, initiate pioneering research, develop stronger teaching
programs, invest in new technologies, and maintain their libraries, laboratories, and other
physical assets.

* Even in difficult financial times, endowments can sustain institutions’ teaching and research
and allow them to provide essential support for faculty and students.

* Endowments also allow institutions to engage in long-range planning with confidence that they
will have the resources necessary to complete their most important projects.

* Institutions need long time horizons to make capital improvements, build strengths in emerging
academic fields, and adapt to the changing needs and interests of their students and the broader
society.
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